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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVE, Judge: Respondent determ ned deficiencies in incone

tax and a penalty in docket No. 14848-99 as foll ows:



Accur acy-Rel at ed

Penal ty
Taxpayer Year Defi ci ency Sec. 6662(a)

Jean S. Ball antyne 1993 $4, 998 - -
Estate of Melvin W 1994 10, 735 —-
Bal | antyne, Jean S.
Bal | antyne, Surviving
Spouse
Estate of Melvin W 1994 172, 035 —-
Bal | antyne, Jean S.
Bal | antyne, Executrix
Estate of Melvin W 1995 14, 562 $2,912

Bal | antyne, Jean S.
Bal | antyne, Executrix

Respondent determ ned deficiencies in incone tax and
penalties in docket No. 16346-99 for Russell E. Ball antyne and
Clarice Ballantyne as foll ows:

Accur acy- Rel ated Penalty

Year Defi ci ency Sec. 6662(a)
1993 $77,672 - -

1994 325, 761 $63, 646. 40
1995 47, 381 9, 476. 20

In order to protect the Governnent froma potential whipsaw,
respondent has taken inconsistent positions in these dockets.!?

After concessions, the issues for decision are: (1) The
proper allocation between the Estate of Melvin W Bal |l antyne and
petitioner Russell E. Ballantyne of gain fromthe sale of grain
in 1994; (2) whether petitioner Russell E. Ballantyne had

additional gain in 1994 in the anount of $751, 988 which shoul d

These cases were consolidated for purposes of trial,
bri efing, and opi nion.
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have been included in gross inconme; and (3) whether petitioners
Russell E. Ballantyne and Clarice Ballantyne are liable for the
accuracy-rel ated penalties pursuant to section 6662(a)2 for 1994
and 1995 with respect to certain adjustnments contained in the
noti ce of deficiency.
FI NDI NGS OF FACT®

Sone of the facts have been stipulated and are so found.
The stipulation of facts, the stipulations of settled issues, and
the attached exhibits are incorporated herein by this reference.
Petitioner Jean S. Ballantyne (Jean), who is the surviving spouse
of Melvin W Ballantyne (Melvin) and the executrix for the Estate
of Melvin W Ballantyne (the estate), resided in Mnot, North
Dakota, at the time the petition in docket No. 14848-99 was

filed. At that time, the estate was under the jurisdiction of

2Unl ess ot herwi se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.

SRussell and Carice failed to conply with Rule 151(e)(3),
which requires that “In an answering or reply brief, the party
shall set forth any objections, together with the reasons
therefor, to any proposed findings of any other party, show ng
the nunbers of the statenments to which the objections are
directed”. Under the circunstances, we have assuned that Russel
and Clarice do not object to respondent’s or the estate’s
proposed findings of fact except to the extent that their
statenents on brief are clearly inconsistent therewth, in which
event we have resolved the inconsistencies on the basis of our
under standi ng of the record as a whole. Estate of Jung v.

Comm ssioner, 101 T.C 412, 413 n.2 (1993); Burien N ssan, lnc.
v. Comm ssioner, T.C Meno. 2001-116 n. 4.
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Probate Court No. 1 in Bexar County, Texas. The business office
for the estate is located in San Antoni o, Texas. Petitioners
Russell E. Ballantyne (Russell) and Clarice Ballantyne (O arice)
resided in Westhope, North Dakota, at the tinme they filed their
petition.

Mel vin Bal l antyne and Russell Ballantyne were brothers. 1In
1943, they entered into an oral agreenment whereby they fornmed a
general partnership known as Ball antyne Brothers Partnership
(BBP). Melvin and Russell were the only partners of BBP during
its existence, and a witten partnershi p agreenent was never
execut ed.

The partnership was involved in tw separate and di stinct
busi ness operations. Russell primarily conducted a farm ng
activity in North Dakota. Russell’s sons, Olyn and Gary,
assi sted Russell in conducting the farmng activity.* Mlvin
primarily conducted an oil and gas exploration and production
activity in Canada and various U S. locations. Melvin enployed
two of his sons, Stephen and Kab, to assist in conducting the oi
and gas activity.® In general, Melvin and Russell allowed each

other to wwthdraw fromthe partnership the profits attributable

“Russell and darice al so had a daughter, Carolyn Ballantyne
Backel sberg.

SMel vin and Jean had anot her son, Todd Bal | antyne, who was
involved in the oil and gas activity up until the m d-1970s.
They al so had two daughters, Jane Ball antyne Hegl er and Sue
Bal | ant yne.
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to the respective activity each brother primarily conduct ed.
Mel vin and Russell generally paid the expenses related to the
respective activity each conducted. Many of the assets used by
BBP in its activities were not held in the partnership’s nane.
Rat her, these assets were either jointly owned by Melvin and
Russell or individually owed by one of them

In late 1993 or early 1994, Melvin was di agnosed with
pancreatic cancer, and he subsequently died on March 4, 1994.
The partnership autonmatical ly dissol ved upon Melvin's death. In
the nonths leading up to Melvin's death, sone of the assets of
BBP were equally distributed between Melvin (or his children) and
Russell. At the time of Melvin's death, Jean, Stephen, Kab, and
Todd believed that Melvin and Russell were equal partners in BBP

For at |east the taxable years 1980 through 1994, BBP filed
Fornms 1065, U.S. Partnership Return of Inconme. Jules Fel dmann
(M. Feldmann), a certified public accountant, prepared BBP s
Federal inconme tax returns for those years.® Melvin, Stephen,
and Kab provided M. Feldmann with financial information about
the oil and gas activity. Russell, Olyn, and Gary provided M.
Fel dmann wi th financial information about the farmng activity.

The Forns 1065 for 1980 through 1994 reported that Melvin and

M. Fel dmann al so regul arly prepared personal incone tax
returns for Melvin and Russell for several years. M. Feldmann
prepared Melvin's return for 1993 and Russell and O arice’s
returns for the years in issue.
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Russel|l each were general partners in BBP and that they each held
a 50-percent interest in the profit sharing, |oss sharing, and
ownership of capital of the partnership. Additionally, Mlvin
and Russel|l each reported 50-percent of BBP' s incone, gain, |oss,
deduction, and credit on their individual Federal incone tax
returns.

For the taxable year 1994, BBP' s gross inconme fromthe
farmng activity total ed $1,503,976.58. This amunt was
attributable to grain sales by BBP to Bottineau Farners El evat or
(Bottineau). The grain sold in 1994 was grown in prior years and
was an asset of BBP. The follow ng schedule lists the paynents

made by Bottineau in 1994 for the grain:

Dat e Payee Anmount

1/ 03/ 94 Bal | ant yne Bros. $821, 565. 32
1/ 17/ 94 Bal | ant yne Bros. 250, 000. 00
2/ 28/ 94 Russel | Bal |l antyne 104, 181. 18
3/ 04/ 94 Russel | Bal |l antyne 59, 238. 79
3/ 18/ 94 Bal | ant yne Bros. 121, 816. 80
10/ 18/ 94 Bal | ant yne Bros. 73, 993. 25
10/ 18/ 94 Jean Bal | antyne 73,181.24

Tot al 1,503, 976. 58

On the Schedule F, Profit or Loss from Farm ng, attached to its
1994 Form 1065, BBP reported depreciation and other farm expenses
of $371,294, resulting in a net farmprofit of $1,132,681. On
its Form 1065, BBP reported additional inconme of $144,046 from
oil revenues, resulting in total income of $1,276,727. After
accounting for m scell aneous deductions, BBP reported ordi nary

i ncone of $1,242,710 fromtrade or business activities. BBP al so
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reported net oil royalty income from Canada of $300, 115 and
foreign taxes paid in the amount of $182,608. The Schedul es K-1
Partner’s Share of Inconme, Credits, Deductions, Etc., issued to
the estate and Russell allocated to each, as distributive share
itens, one-half of partnership ordinary income, gross farmng
i ncone, oil revenue incone, and oil royalty inconme from Canada.’

On a Schedul e E, Suppl enental |Incone and Loss, attached to
his 1994 Form 1040, U.S. Individual Incone Tax Return, Russel
reported ordinary incone of $584,122 fromBBP.®8 On a Schedule E
attached to its 1994 Form 1041, U.S. Incone Tax Return for
Estates and Trusts, the estate reported ordinary incone of
$616, 423 from BBP. °

During its existence, BBP did not maintain a general |edger,

a bal ance sheet, a sales journal, or a purchases journal. BBP

"The 1994 Form 1065, U.S. Partnership Return of Inconme, also
reported investnment inconme of $13,428 and charitable
contributions of $275. These itens were allocated evenly between
the estate and Russell.

8Attached to the 1994 Form 1040, U.S. Individual |nconme Tax
Return, was a supplenental statenment titled “Schedule E -
Suppl enental I nformation”, which showed ordinary incone from BBP
of $621, 355, less “depletion cost percentage” totaling $37, 233,
resulting in the anount of $584, 122 listed on Schedul e E

SAttached to the 1994 Form 1041, U.S. Incone Tax Return for
Estates and Trusts, was a supplenental statenent titled “FLOW
THRU DETAI L REPORT- FORM 1065", listing incone from BBP of
$621, 355. A depletion deduction of $4,932 was listed on the
suppl enmental statement. This anmount was deducted fromthe incone
listed on the Form 1041 and resulted in the total of $616, 423
listed on the Schedule E
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did not always maintain a cash di sbursenents journal or a cash
receipts journal. M. Feldmann was never provided with a
conplete listing of BBP s assets and liabilities, and he never
prepared a bal ance sheet for the partnership. Neither the
partnership nor M. Feldmann prepared yearend trial bal ances.
Partnershi p capital accounts for BBP were never maintained. The
1993 and 1994 Forns 1065 reported that Melvin and Russell had

bal ances of “0" in their respective capital accounts at both the
begi nning and the end of those taxable years. On the 1993 and
1994 Forns 1065, BBP reported on the Schedul es L, Bal ance Sheet,
that the total assets and total liabilities of the partnership at
t he begi nning and the end of those taxable years were “None”. 12

A cal cul ation of each partner’s capital contributions to the
partnership cannot be made given the state of BBP' s records.

Additionally, a calculation of the distributions made to each

°l'n the m d-1980s, M. Fel dmann recomended that BBP
mai ntai n a bal ance sheet showi ng the partnership’s assets and
liabilities.

1For the taxable years 1980 through 1992, the areas
desi gnated on the Forns 1065 and Schedul es K-1, Partner’s Share
of Income, Credits, Deductions, Etc., attached to the Forns 1065
pertaining to information concerning Melvin's and Russell’s
respective capital accounts were left blank. For the taxable
years 1993 and 1994, the Fornms 1065 were also |eft bl ank;
however, the Schedules K-1 |isted the amounts in Melvin's and
Russel |’ s respective capital accounts at the begi nning and end of
t hose taxable years as “0". Russell signed BBP' s partnership tax
returns for the years 1993 and 1994.

2For the taxable years 1980 through 1992, the Schedul es L
Bal ance Sheet, on BBP's Fornms 1065 were |eft bl ank.
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partner cannot be nmade. The partnership tax returns for the
years 1980 through 1994 reflect that the oil and gas activity was
nore profitable overall than the farm ng activity during that
peri od.

After Melvin's death, a dispute arose concerning BBP. On
April 19, 1995, Jean, individually and in her capacity as
i ndependent executrix of the estate, filed suit agai nst Russel
and other parties. The original and anended petitions sought,
anong ot her things, an accounting of the assets and liabilities
of BBP in order to establish the value of BBP' s assets and
l[iabilities and the respective interests of Melvin and Russell as
of the date of Melvin's death. The dispute was also outlined in
the estate’s 1994 Form 1041. On a Form 4684, Casualties and
Thefts, attached to the 1994 Form 1041, the estate reported a
casualty/theft |loss of $560,900. |In an attachnment to the Form
4684, the estate alleged that Russell had enbezzled cash from BBP
bank accounts and transferred it to his own business and personal
accounts, resulting in a casualty/theft |oss of $560,900. The
estate further alleged:

A portion of the anmount of cash enbezzled fromthe

partnership in 1994 has been ascertained fromthe

partnership tax return. The estate received its 50%

portion of the incone distributions for oil properties

inthe U S and Canada. The Estate has not received

its 50% of the distribution fromthe farm operations

because Russell Ballantyne, the general partner has
t aken the noney.
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The loss calculation for 1994 is cal cul ated as foll ows:

Net farm revenues $1, 132, 681

add: depreciation 135, 317

| ess: distribution (10/94) (147, 174)
| nterest incone 13, 057
| nt er est expense (12, 082)
Total cash enbezzl ed $1,121, 799
50% Shar e $ 560,900

On both its original and anended Forns 1041 for the taxable
year 1995, the estate clainmed that as a result of Melvin's death
it acquired a 50-percent interest in BBP. |In a docunent attached
to both the original and anended Fornms 1041, the estate made the
foll ow ng statenent:

[ The estate] acquired a 50%interest in Ballantyne

Brothers on March 4, 1994 as a result of the death of

Melvin Ballantyne. The interest in the partnership was

val ued at $731, 509 on the 706.

On March 4, 1994, the assets of Ballantyne Brothers

consi sted of cash, marketable securities, notes

recei vable, oil and gas properties, office furniture

and fixtures, farminventory, seed, buildings and

equi prent having a fair market value of $1, 463, 019.

Taxpayer has been unable to obtain the basis anmounts

for these assets. Currently there is | egal action

agai nst the partnership to obtain such information.

On August 24, 1998, a settlenent agreenment was executed
whi ch resol ved the di spute concerning BBP. In negotiating the
settlenment, representatives of the estate relied on the advice of
a certified public accountant as to the value of BBP s assets.
The goal of the estate’s representatives was to obtain 50 percent

in value of the partnership’ s assets. Under the settl enent
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agreenment, Russell agreed to transfer $2 mllion to the estate to
be deposited in a trust account to be held in trust for the
benefit of the estate pending the execution of certain rel eases
attached to the settlenment agreenent. All interests in oi
properties held on March 4, 1994, by BBP and/or Melvin or
Russell, individually, jointly, or as tenants in conmon, were
di vided equally between the estate and Russell. Various bank and
stock accounts held in the name of BBP and Mel vin and Russel
were to be closed within 30 days with the assets’ being
di stributed equally between the estate and Russell.®® Al debts
owed by Verde G| Conpany to BBP on or after March 4, 1994, were
assigned to the estate. The estate agreed to drop its
enbezzl enent | oss cl ai magainst Russell, and the parties
stipulated that all grain, and any proceeds therefrom held on or
after Novenber 1993 in the nanme of BBP were to be the sole
property of Russell. Finally, the parties stipulated that,
subject to the terns and conditions stated in the settl enent
agreenent and stipul ati ons of ownership, all assets and
l[iabilities of BBP held on or after March 4, 1994, would be the
sol e property of Russell.

After Melvin's death, M. Feldmann received information

regarding the oil and gas activity primarily from Carolyn

BTitl e and possession of three vehicles were transferred
fromBBP to Jean Bal | antyne.
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Bal | ant yne Backel sberg (Carolyn), Russell and C arice’s daughter.
For the taxable year 1995, Carolyn provided M. Feldmann with
information regarding intangible drilling costs (IDCs) paid by
Russell in the taxable year 1995. A portion of the |IDCs deducted
by Russell in 1995 had actually been reinbursed to him by
Ball antyne Ol and Gas, Inc. during that year. M. Feldmann was
not informed that Russell had been rei nbursed for approxi mately
$97, 790 of those expenses. The amount Russell clainmed as a
Schedul e E deduction for production taxes in the taxable year
1995 was based on the information provided to M. Fel dmann.

On June 16, 1999, respondent issued notices of deficiency to
the estate for its taxable years 1994 and 1995. 1In addition to
ot her adjustnents, respondent disallowed the estate’s cl ai ned
theft |oss of $560,900 in 1994 on the grounds that the estate had
not established (1) there was a theft loss and (2) the theft |oss
was the estate’s to claim In its petition, the estate alleged
that respondent erred in increasing its income by $560, 900
because that anount was the incone of Russell and was not taxable
to the estate.

On July 21, 1999, respondent issued a notice of deficiency
to Russell and Carice for their taxable years 1993, 1994, and
1995. In addition to other adjustnents, respondent increased
Russell and Clarice’'s gross inconme for 1994 by $751, 988.

Respondent identified this adjustnent under the headi ng “ORDI NARY
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| NCOVE (WHI PSAW” and stated that “W have adjusted your gross
i ncone to include anounts received for grain incone for
$751,988.00 in 1994.” No further explanation was provided.
Respondent al so determ ned that Russell and Clarice were |iable
for the accuracy-rel ated penalties pursuant to section 6662(a)
for 1994 and 1995 with respect to certain adjustnents contained
in the notice of deficiency. These adjustnents included the
increase in gross incone for grain incone, issues subsequently
conceded by Russell and Clarice relating to oil and gas
activities, and an issue subsequently conceded by respondent
relating to certain royalty incone.

In their petition, Russell and Carice alleged that
respondent “erroneously included within the taxpayers’ gross
incone grain income in the anount of $751,988 for the tax year
1994". In his answer, respondent denied this allegation but did
not el aborate on the reason for the inclusion of the additional
anpunt in gross incone.

OPI NI ON

The primary issue in this case involves the proper
al l ocation between the estate and Russell of the grain sales
inconme for 1994. Respondent has protected the Governnent from a
pot enti al whi psaw by taking inconsistent positions in his notices
of deficiency. Respondent’s primary argunent is that the estate

and Russell are each liable for incone tax on their respective
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50-percent distributive shares of inconme fromBBP in 1994 from
the sale of grain. Alternatively, respondent contends that the
grain sold in 1994 was owned solely by Russell, and, thus, he had
additional gross inconme of $751,988 in 1994. Respondent al so
argues that, to the extent the distribution of grain sales
proceeds and other noney to Russell exceeded his adjusted basis
in BBP, Russell had gain on the distribution pursuant to section
731(a). Finally, respondent contends that Russell and Carice
are liable for the accuracy-related penalties for 1994 and 1995
with respect to the grain sales incone itemand certain erroneous
deduction itens.

Russell contends that he is responsible for only 50 percent
of the income tax on the grain sales inconme for 1994 because he
and Melvin agreed to share equally all the inconme and expenses of
BBP. Russell relies on the fact that tax returns filed by BBP
for the taxable years 1980 through 1994 show that all the incone
and expenses were shared equally by the partners for incone tax
purposes. Russell also contends that he possessed sufficient
basis to withdraw the cash fromthe grain sales w thout incurring
any additional tax liability. Finally, Russell and Clarice claim

that they are not liable for the accuracy-rel ated penalties for
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1994 and 1995 because they relied in good faith on the advice of
their accountant.*
The estate argues that all grain sales incone is
attributable to Russell because he was entitled to receive al
the farmincone as his distributive share of BBP incone.®® In
its reply brief, the estate for the first tinme joins respondent’s

alternative argunent that the grain was the sole property of

40n brief, Russell and Carice argue that sec. 7491 applies
and that respondent has the burden of proof with respect to the
issues for decision. 1In certain circunstances, if the taxpayer
i ntroduces credible evidence with respect to any factual issue
rel evant to ascertaining the proper tax liability, sec. 7491
pl aces the burden of proof on respondent. Sec. 7491(a); Rule
142(a)(2). Sec. 7491(c) operates to place the burden of
production on respondent in any court proceeding with respect to
the liability of the taxpayer for penalties and additions to tax.
Sec. 7491 is effective with respect to court proceedings arising
in connection with exam nations comencing after July 22, 1998.
I nt ernal Revenue Service Restructuring and Reform Act of 1998,
Pub. L. 105-206, sec. 3001(c), 112 Stat. 727. Russell and
Clarice have introduced no evidence to establish whether the
exam nation in this case commenced after July 22, 1998, and,
consequently, they have failed to show that sec. 7491 applies.
Eddie Cordes, Inc. v. Conm ssioner, T.C Meno. 2001-265. W note
that the evidence that is in the record establishes that the
exam nation of the estate, as well as an exam nation of BBP
began before July 23, 1998.

5\\¢ note that the estate, in arguing that Melvin's and
Russell’s distributive shares were the profits fromthe
respective activity each conducted, has not discussed the fact
that this finding would nean that the estate should have reported
100 percent of the inconme fromthe oil and gas activity instead
of only 50 percent of the incone. It appears that the estate is
arguing that it should be liable for only 50 percent of the
income fromthe oil and gas activity and no portion of the incone
fromthe farmng activity. This conflicts with the estate’s
primary argunment that its distributive share was the profits from
the oil and gas activity.
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Russell. Alternatively, the estate argues that the grain sales
incone is attributable to Russell because he received it under a
claimof right and without any restriction on his right to
di spose of the incone.

| . Omership of Gain at Tine of Sale

Initially, we nmust decide whether the grain sold in 1994 was
owned by Russell or BBP. |If the grain sold in 1994 was owned
solely by Russell and was not partnership property, then he wll
be liable for any tax attributable to the entire anmount of grain
sal es proceeds in 1994.

The grain that was sold in 1994 was grown in prior years and
was an asset of BBP. The parties do not dispute that the grain
was part of the farmng activity which was an operation of BBP
BBP' s 1994 Form 1065 reported the grain sales gain as inconme to
the partnership and the estate and Russell each were allocated
one-half of the gain. The estate and Russell each reported one-
half of the grain sales inconme on their respective 1994 tax
returns.

In the settl enent agreenent signed August 24, 1998, it was
stipulated that all grain proceeds held on or after Novenber 1993
in the nane of BBP were the sole property of Russell.

Handwitten notes of Stephen Ball antyne, dated August 23, 1998,
and entitled “Plaintiff’s Settlenent Proposal”, state that the

plaintiffs “need to word agreenent so that Estate will|l not pay
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taxes on the 1994 K-1" and “word that cash is estate’s share of
ptnrsp [sic]”. The evidence in the record reflects that, at the
time the grain sales were nade in 1994, the grain was owned by
BBP. It was not until the settlenent agreenent in 1998 that the
grain was | abeled as the sole property of Russell. It is well
settled that taxpayers |lack the privilege of retroactively

al l ocating between thensel ves tax obligations owed to the United

States. United States v. Little, 753 F.2d 1420, 1430 (9th G

1984); Moore v. Conm ssioner, 70 T.C. 1024, 1032 (1978); Curtis

V. Conm ssioner, T.C. Menob. 1995-344;: Jacobellis v. Conm ssioner,

T.C. Meno. 1988-315; see al so Pesch v. Conm ssioner, 78 T.C. 100,

128- 129 (1982); Bonner v. Conm ssioner, T.C Menp. 1979-435 (“an

agreenent to which respondent is not a party cannot force himto

col |l ect taxes from soneone other than the person upon whom t axes

are inposed” (citing Neeman v. Conmm ssioner, 13 T.C 397 (1949),
affd. per curiam 200 F.2d 560 (2d Cr. 1952))). On the basis of
the evidence in the record, we hold that the grain sold in 1994
was BBP' s property and that the inconme fromthe grain sales was
therefore BBPs. W now turn to the question of the proper

al l ocation between the estate and Russell of the partnership
income fromthe grain sales in 1994.

[1. Allocation of Gain From Sale of Grain

A partner must take into account his “distributive share” of

each item of partnership incone, gain, |oss, deduction, and
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credit, when determning his incone tax. Sec. 702(a); Vecchio v.

Comm ssioner, 103 T.C. 170, 185 (1994). Each partner is taxed on

his distributive share of partnership incone regardl ess of

whet her the anount is actually distributed to him United States

v. Basye, 410 U. S. 441, 454 (1973) (“Few principles of
partnership taxation are nore firmy established than that no

matter the reason for nondistribution each partner nust pay taxes

on his distributive share.”); Vecchio v. Conm ssioner, supra at
185; sec. 1.702-1(a), Inconme Tax Regs. A partner’s distributive

share of incone or loss is generally determ ned by the

partnership agreenent. Sec. 704(a). The partnershi p agreenent
may be witten or oral. Stern v. Conm ssioner, T.C Meno. 1984-
383; sec. 1.761-1(c), Incone Tax Regs. |In the case of an oral

partnership agreenent, all the facts and circunstances
surrounding the formati on and operation of the partnership are
relevant in determning the sharing ratios of the partners.

Barron v. Conmm ssioner, T.C Meno. 1992-598; Hogan v.

Conmi ssioner, T.C. Meno. 1990-295 n.7; Reed v. Conm ssioner, T.C.

Meno. 1978-58; Ryza v. Conm ssioner, T.C. Meno. 1977-64. If the

partnershi p agreenent does not provide as to a partner’s
distributive share, or if the partnership agreenent provides for
an allocation that does not have substantial econom c effect,
then a partner’s distributive share is determ ned by the

partner’s “interest in the partnership.” Sec. 704(b).



- 19 -
Det erm nati ons of substantial economic effect, as well as
determ nations of a partner’s interest in the partnership, are
dependent upon an anal ysis of the partners’ capital accounts.

Interhotel Co., Ltd. v. Conm ssioner, T.C. Mnob. 2001-151.

A. Part nershi p Agreenent and Substantial Econonic Effect

The estate argues that the oral partnership agreenent was
that Russell’s distributive share was the inconme or |oss fromthe
farmng activity, and Melvin’s distributive share was the incone
or loss fromthe oil and gas activity. Russell and respondent
argue that the oral partnership agreenent was that Russell’s and
Melvin's distributive shares were equal but that each brother was
entitled to draw fromthe profits of the activity he operated.

As expl ai ned bel ow, either a 50-percent allocation (as
advocated by Russell and respondent) or an allocation based on
the profits of the respective activities (as advocated by the
estate) | acks substantial economc effect and, therefore, the
di stributive shares nmust be determ ned in accordance with the
partners’ interest in BBP. Thus, regardl ess of whether the
partnership agreenment contained an allocation of itenms and what
that allocation was, the partners’ distributive shares are to be
determ ned in accordance with the partners’ interests in the
part nershi p.

| f the partnership agreenent provides for the allocation of

i ncone, gain, |loss, deduction, or credit (or itemthereof) anobng
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partners, then the allocation will be recognized provided it has
substantial economc effect.® Sec. 1.704-1(b)(1)(i), Income Tax
Regs. Substantial economc effect requires that (1) the
all ocation have economc effect and (2) such effect is
substantial. Sec. 1.704-1(b)(1)(i) and (2), Incone Tax Regs.

An al |l ocation has economc effect if, and only if,
t hroughout the full termof the partnership, the partnership
agreenent provides: (1) The partners’ capital accounts be kept in
accordance with the regulations; (2) liquidating distributions be
made in accordance with positive capital account bal ances; and
(3) a partner nust be required to restore a deficit capital
account bal ance followi ng the liquidation of the partnership or

of his interest in the partnership. Vecchio v. Conm ssioner,

supra at 189; sec. 1.704-1(b)(2)(ii)(b), Incone Tax Regs. An
al | ocati on does not have economc effect if it fails to satisfy

any of the three parts of the test. Vecchio v. Conm ssioner,

supra at 189. In the instant case, capital accounts were never
mai nt ai ned; thus, the proffered allocations fail the economc
effect test.

The regul ati ons under section 704 al so provide an alternate
test for economc effect, contingent on satisfaction of

requi renents (1) and (2) above. Sec. 1.704-1(b)(2)(ii)(d),

¥The “substantial economic effect” test is applicable to
all partnership allocations, not just “special allocations”.
Hogan v. Comm ssioner, T.C Meno. 1990-295.
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| ncone Tax Regs. BBP does not neet requirements (1) and (2)
because BBP did not maintain any capital accounts. Thus, the
proffered allocations fail the alternate test for economc
effect.
Al | ocations which fail the economc effect test nay be

deened to have economc effect if they pass the econom c effect

equi val ence test. In Vecchio v. Comm ssioner, supra at 192, we
st at ed:

Al l ocations nade to a partner that do not
ot herw se satisfy the econom c effect test,
neverthel ess, are deened to have econom c effect,
provi ded that, as of the end of each partnership
taxabl e year, a liquidation of the partnership at the
end of such year or at the end of any future year would
produce the sane economc results to the partners as
woul d occur if all the requirenents of the economc
ef fect test had been satisfied, regardless of the
econom ¢ performance of the partnership. Sec. 1.704-
1(b)(2)(ii)(iL), Inconme Tax Regs.; see also Elrod v.
Commi ssioner, 87 T.C. 1046, 1086 n.23 (1986). * * *

None of the parties have argued or denonstrated that either of
the proffered allocations satisfies this economc effect
equi val ence test.

As nmentioned earlier, where the partnership agreenent does
not provide as to a partner’s distributive share, or where the
partnership agreenment provides for an allocation that does not
have substantial economc effect, a partner’s distributive share
is determned by the partner’s “interest in the partnership.”
Sec. 704(b). As stated above, the allocations proposed by the

parties |lack economc effect. Thus, the gain fromthe grain
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sal es nmust be allocated in accordance with the partners’
interests in BBP

We note that the estate relies on the foll ow ng | anguage in

Boynton v. Comm ssioner, 72 T.C 1147 (1979), affd. 649 F.2d 1168

(5th Gr. 1981), to support its position and define the term
“distributive share”:

However, the power of the partners to fix their overal
“distributive” shares is subject to another and nore
sweeping limtation, nanely, that the purported

al l ocations of incone and | osses nomnally nmade in the
partnership agreenent nmust be bona fide in the sense
that they are genuinely in accord with the actual

di vision of profits and | osses inter sese which the
partners have in fact agreed upon anong thensel ves.
Thus, if provisions of the partnership agreenent itself
effectively spell out how the profits are required to
be di vided and how the | osses are required to be borne,
the “distributive” shares of the partners wll be
determ ned in accordance with such provisions, rather
than by an artificial label in the agreenent which
characterizes as “distributive” an entirely different
all ocation of profits and | osses, and which has neani ng
in ternms of the partnership agreement only in respect
of the partners’ liability to the Internal Revenue
Service. This does not nean that the partners are
precluded fromfixing their distributive shares in any
manner they choose. Wat it does nean is that in
construing the partnership agreenent, the fornula which
they select for actually dividing profits and
apportioning | osses anong thenselves wll be

determ native of their “distributive” shares, rather
than a different fornmula arbitrarily included in the
agreenent which is to be applicable only for the
purpose of filing incone tax returns, and which is to
have no | egal consequences in respect of their rights
agai nst one another. |In short, where one provision of
t he agreenment which purports to characterize as
“distributive” a certain division of profits and | osses
is contradicted by another provision which legally
fixes the rights of the partners inter sese, it is the
| atter provision, rather than the fornmer, which
establishes the “distributive” shares of the partners
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wi thin the neaning of the statute. The overriding
principal is sonetinmes referred to as the doctrine of
“substance over form” or is alternatively described as
the “econom ¢ substance” test. See, e.g., 1A WIllis,
Part nershi p Taxation, sec. 25.11, pp. 316-319 (1976).

[ Boynton v. Conm ssioner, supra at 1158-1159. ]

Qur decision in Boynton v. Commi ssioner, supra, dealt with

section 704(b) as in effect in 1974. As in effect at that tine,
and as interpreted in Boynton, section 704(b) generally provided
that if the partnership agreenent did not provide as to the
partners’ distributive shares, or the principal purpose of any
provi sion of the partnership agreenent with respect to the
partners’ distributive share of the item was avoi dance or evasion
of tax described in that subtitle, then the partners’

di stributive shares were determned with reference to each
partner’s agreed-upon share of the economc profits and | osses,
not the basis upon which the partners m ght agree to report

income or claimlosses on their individual returns. Boynt on v.

Comm ssi oner, supra at 1157 n. 12, 1159. Section 704(b) was

subsequent |y anended for taxable years begi nning after Decenber
31, 1975, and now provides that if the partnership agreenent does
not provide as to the partners’ distributive shares, or the

all ocations to the partners under the partnership agreenment |ack
substantial economc effect, then the partners’ distributive
shares will be determ ned in accordance with the partners’
interests in the partnership. Sec. 704(b); Tax Reform Act of

1976, Pub. L. 94-455, sec. 213(d), 90 Stat. 1548. Thus, in the
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instant case, the statute currently requires that the partners’
di stributive shares be determ ned in accordance with the
partners’ interests in the partnership. W note that the
regul ati ons promul gated under current section 704(b) provide that
anong the factors to be considered is the partners’ interests in
the economc profits and | osses of the partnership. Sec. 1.704-
1(b)(3)(ii)(b), Inconme Tax Regs.?

B. Partners’ Interests in the Partnership

All partners’ interests in the partnership are presuned to
be equal. Sec. 1.704-1(b)(3)(i), Income Tax Regs. This
presunption may be rebutted upon the establishment of facts and
ci rcunstances that the partners’ interests in the partnership are
otherwise. 1d. A “partner’s interest in the partnership” is
defined as the “manner in which the partners have agreed to share
t he econom c benefit or burden (if any) corresponding to the

i ncone, gain, |loss, deduction, or credit (or itemthereof) that

YThe final regul ations promul gated under sec. 704(b) were
filed on Dec. 24, 1985, and published on Dec. 31, 1985. T.D.
8065, 1986-1 C.B. 254. The final regulations are effective
generally for partnership taxable years beginning after Dec. 31,
1975. For partnership taxable years beginning after Dec. 31,
1975, but before May 1, 1986 (or before Jan. 1, 1987, with
respect to special allocations of nonrecourse debt), however, a
special allocation that does not satisfy the requirenents
nevertheless will be respected for purposes of the final
regulations if the allocation has substantial economc effect as
interpreted under the rel evant casel aw and the | egislative
hi story of the Tax Reform Act of 1976, Pub. L. 94-455, 90 Stat.
1520. Sec. 1.704-1(b)(1)(ii), Income Tax Regs.; see also Elrod
v. Comm ssioner, 87 T.C 1046, 1086 n.23 (1986); Hogan V.

Comm ssioner, T.C Meno. 1990-295 n. 8.
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is allocated.” Sec. 1.704-1(b)(3)(i), Incone Tax Regs. Al
facts and circunstances relating to the econom c arrangenent of
the partners are taken into account. |d. The follow ng factors
are considered relevant in determning a partner’s interest in
the partnership: (1) The partners’ relative contributions to
capital; (2) the partners’ interests in economc profits and
| osses; (3) the partners’ interests in cashflow and ot her
nonl i qui dating distributions; and (4) the rights of the partners
to distributions of capital upon liquidation of the partnership.
Sec. 1.704-1(b)(3)(ii), Inconme Tax Regs.

The first factor to consider is the partners’ relative
contributions to capital. Melvin and Russell formed BBP in 1943,
and the partnership becane involved in an oil and gas activity
and a farmng activity. |In general, Melvin paid the expenses
related to the oil and gas activity, while Russell did the sane
Wth respect to the farmng activity. Many of the assets used by
BBP in its activities were not held in the partnership’ s nane.
Rat her, these assets were either jointly owned by Russell and
Melvin or individually owned by one of them During its
exi stence, BBP did not maintain a general |edger, a bal ance
sheet, a sales journal, or a purchases journal. BBP did not
al ways nmai ntain a cash disbursenents journal or a cash receipts
journal. Partnership capital accounts for BBP were never

mai nt ai ned. A calculation of each partner’s capital



- 26 -

contributions to the partnership cannot be nade given the state
of BBP' s records. Thus, the evidence in the record is
insufficient to determne the partners’ relative contributions to
capital

The second factor to consider is the partners’ interests in
the economc profits and | osses of the partnership. Melvin and
Russell generally allowed each other to withdraw the profits from
the respective activity each brother primarily conducted. Both
Russell and M. Feldmann testified that they believed that Melvin
wi t hdrew nore noney from BBP over the years than Russell did.
Russell testified that he and Melvin had a great working
rel ati onship and that they agreed that they would report the
i ncone and | oss fromBBP equally on both the partnership and
their individual incone tax returns. Russell testified that the
anount of incone fromeach activity varied because sonetines the
price of grain was good and other tines the price of oil was
good. The anount of profits earned by each activity varied year
to year depending on various factors, including the market prices
for grain or oil. For the taxable years 1980 through 1994, the
evidence in the record reflects that the oil and gas activity was
nore profitable overall than the farm ng activity during this
period. The profits and | osses varied fromyear to year as
between the two activities, and the evidence in the record is

insufficient fromwhich to define the partners’ interests in the
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partnership according to any arbitrary percentage of the profits
or |l osses of the entire partnership.

The third factor to consider is the partners’ interests in
cashfl ow and ot her nonliquidating distributions. |In general,
Mel vin and Russell agreed to allow each other to withdraw the
portion of proceeds generated by their respective activities.
The evidence in the record indicates that different bank accounts
were mai ntained for the two activities, with Melvin primarily in
charge of the oil and gas accounts and Russell primrily in
charge of the farmaccounts. Russell testified that he wote
checks on the BBP farm account as he needed the noney, not as the
i ncome was received by BBP. He further testified that although
he felt he was entitled to farmincone, there was nothing that
prohi bited Melvin fromwiting a check fromthe BBP farm account
and that if Melvin wanted noney fromthe farmng activity then
Russell would wite hima check. Russell testified that Ml vin
stated several tinmes that he woul d take $200, 000 a nont h out of
BBP. Russell believed that this amount was nore than Russel
w thdrew fromthe partnership. Additionally, Russell and M.
Fel dmann both testified that over the life of the partnershinp,
Mel vin probably w thdrew nore noney fromthe partnership than

Russel | did. 18

8\W¢ note that, with respect to the grain sales nade in
1994, Jean Ballantyne was |isted as the payee for a $73, 181. 24
(continued. . .)
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As nmentioned earlier, BBP did not maintain a general | edger,
a bal ance sheet, a sales journal, or a purchases journal. The
partnership did not always maintain a cash disbursenents journa
or a cash receipts journal. A calculation of the distributions
made to each partner over the years cannot be nade given the
state of BBP's records. However, we note that the parties agree
t hat each partner generally withdrew funds fromthe respective
activity he conducted, and our review of BBP' s tax returns for
the years 1980 through 1994 indicates that the oil and gas
activity was nore profitable overall than the farmng activity
during this period. Additionally, in the nonths before Melvin's
deat h, some of the assets of BBP were equally distributed between
Melvin (or his children) and Russell.

The fourth factor to consider is the partners’ rights to
di stributions of capital upon liquidation of the partnership. At
trial, all the witnesses testified that, prior to Melvin's death,
t hey believed that Melvin and Russell shared in the partnership
equal ly. Stephen testified that, as of Melvin's date of death,
he believed that BBP was a 50-50 partnership. He further

testified that he believed this because Melvin and Russell each

18( ... continued)
paynment made on Cct. 18, 1994. Russell Ballantyne was |isted as
t he payee for two paynents totaling $163,419.97. The renaining
paynents were made to BBP. Thus, it appears that a portion of
the farminconme for 1994 was paid directly to Jean, either to her
personal ly or on behalf of the estate.
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had 50-percent ownership in land. Jean testified that, although
she generally did not discuss business with Melvin, she “just
t hought that everything was 50-50" in BBP. Kab testified that,
at the time of Melvin's death, he believed that Melvin and
Russel|l shared BBP profits on an equal basis. Todd testified
t hat he understood that Ml vin and Russell had an agreenent that
all property was owned equally and incone taxes were split
evenly. After Melvin' s death, a dispute arose concerning BBP
The parties eventually negotiated a settl enent agreenent
resol ving the dispute concerning BBP. |n negotiating the
settl enment agreenent, the goal of the estate’ s representatives
was to obtain 50 percent in value of the partnership assets. The
parties stipulated that the grain incone was the sole property of
Russel | ; however, Russell was also required to pay $2 mllion to
be held in trust for the benefit of the estate. The evidence in
the record indicates that the remaining assets and liabilities of
BBP were split approximtely equally between the estate and
Russell. Thus, the evidence generally indicates that each
partner had equal rights to distributions of capital upon
I i qui dati on of BBP

In addition to the four factors above, we al so note that
ot her evidence bears on the partners’ interests in BBP. For at
| east the years 1980 through 1994, BBP reported all partnership

items equally, and a dispute never arose as to the proper
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allocation of itenms until after Melvin died.! The testinony at
trial indicated that all w tnesses believed that Melvin and
Russell had a close relationship and shared equally in
partnership items. |In fact, the estate’s original and anended
Forms 1041 for 1994 and 1995 reflect the estate’'s belief that it
acquired a 50-percent interest in BBP as a result of Melvin's
death.?® No evidence was presented suggesting that either
brother had a problemw th the partnership arrangenent or the way
partnership itens were reported. Each brother appeared to have
been content with the equal reporting arrangenent and held
hi msel f out as owning an equal interest in the partnership. The
tax returns for the years 1980 through 1994 indicate that in sone
years the income fromthe oil and gas activity was nore than the
income fromthe farmng activity and vice versa.

Al partners’ interests in a partnership are considered

equal. Sec. 1.704-1(b)(3)(i), Incone Tax Regs. It is undisputed

®Consistent with allocations reported on BBP s partnership
returns, Melvin and Russell reported one-half of partnership
itens on their individual Federal incone tax returns. This Court
has previously recognized that statenents nade in a Federal tax
return are generally considered an adm ssion by the taxpayer and
w Il not be overcone w thout cogent evidence that they are w ong.
Estate of Hall v. Comm ssioner, 92 T.C 312, 337-338 (1989); Lare
v. Comm ssioner, 62 T.C. 739, 750 (1974), affd. w thout published
opinion 521 F.2d 1399 (3d Gr. 1975); Gale v. Comm ssioner, T.C
Meno. 2002-54.

20The estate’s anmended Form 1041 for 1995 was stanped
received by the Internal Revenue Service in Austin, Texas, on
Mar. 7, 1997, nore than 3 years after the date of Melvin' s death.
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that Melvin and Russell agreed to report all itens of BBP equally
for Federal inconme tax purposes. The brothers adhered to this
agreenent throughout the existence of the partnership, and the
evidence in the record reflects that neither brother objected to
the arrangenent. There is no evidence to indicate that either
Melvin or Russell was attenpting to divide profits and apportion
| osses solely to avoid undesirable tax consequences. M.
Fel dmann, who regularly prepared BBP' s partnership returns as
well as Melvin's and Russell’s individual returns, testified that
it was his understanding that Melvin and Russell had an oral
agreenent that they were equal partners in BBP and they each had
50- percent distributive shares. After considering all the facts
and circunstances relating to the econom c arrangenent of Melvin
and Russell, including the four factors listed in section 1.704-
1(b)(3)(ii), Income Tax Regs., we conclude that each partner had
a 50-percent interest in BBP. Accordingly, the gain fromthe
sale of grain in 1994 nust be allocated equally between the
estate and Russell.

C. Whet her the Estate Can Avoid Reporting Grain Sal es

| ncone in 1994 If Russell Received the Entire Grain Sal es
| ncone Under a C aimof Right

The estate argues that all the gain fromthe sale of grain
in 1994 is attributable to Russell because he received it under a
claimof right and without any restriction on his right to

di spose of the incone. The estate cites Estate of Kahr v.
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Comm ssioner, 48 T.C. 929 (1967), affd. in part and revd. in part

on another issue 414 F.2d 621 (2d Cr. 1969), and Estate of Etol

v. Comm ssioner, 79 T.C. 676 (1982), to support its argunent that

Russell should have included all the farmincome in his gross
income for 1994 and that none of the farmincone is includable in
the gross incone of the estate for 1994. Respondent argues that
regardl ess of whether the claimof right doctrine applies and
whet her Russell received the grain sales incone under the claim
of -right doctrine, the estate is not relieved fromreporting one-
hal f of the gain fromthe grain sales.?

In Estate of Kahr v. Conm ssioner, supra, the taxpayer, a

50-percent interest holder in a partnership, diverted |arge
anounts of partnership inconme fromthe partnership to hinself.
Id. at 930. The taxpayer did not report the diverted funds in
the partnership returns of the conpany. |[d. at 931. The
Comm ssi oner determ ned that the taxpayer was |iable for incone
tax on one-half of the anpbunt of the diverted funds as his

di stributive share of partnership incone and that he was taxable
on the other half of the anmount of the diverted funds as

enbezzl enent incone. 1d. at 933. W held that the taxpayer

2lRespondent has not asserted that Russell is required to
include the gain fromthe grain sales in 1994 under the clai m of
right doctrine. Respondent’s contention that Russell is |liable

for incone tax on the entire anount of grain sales incone is only
on the grounds that (1) the grain was the sole property of

Russell or (2) Russell received distributions in excess of his
basis in his partnership interest.
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“enbezzl ed conpany funds in the anmounts determned, and it is the
| aw t hat enbezzl ed funds are incone to the enbezzler in the year
in which they are m sappropriated.” 1d. at 934. W did not
expl ai n whet her our hol ding was based on the reasoning that al
the diverted funds were incone to the taxpayer as enbezzl ed
funds, or whether one-half was incone to the taxpayer as his
di stributive share and the other half was inconme as enbezzl ed
f unds.

In Estate of Etoll v. Conm ssioner, supra, three partners,

one of whom was the taxpayer, were engaged in a partnership. The
partnership was a successor to another partnership which had
operated under an agreenent containing a provision that al

assets, including accounts receivable, would becone the property
of the taxpayer upon the partnership’s dissolution. 1d. at 676-
677. A new partnership agreenent was prepared and contained a
different provision in respect of the distribution of the assets
upon dissolution. |[d. at 677. However, that agreenent was never
executed by one of the partners and never becane effective. 1d.
Subsequently, the partnership dissolved, and the taxpayer
col l ected partnership accounts receivable and used a portion to
pay personal expenses and deposited a portion into a bank account
fromwhich only he was authorized to make withdrawals. [d. The
other partners initiated an action agai nst the taxpayer seeking a

portion of the anobunt of the accounts receivable. [d. One of
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the i ssues was whether the original agreenent that the taxpayer
was entitled to all assets upon dissolution was binding on the
partners at the tinme of the actual dissolution. [d. The
Comm ssi oner determ ned that, in accordance with the clai mof-
right doctrine, the entire anmount of collected receivables
constituted incone to the taxpayer. 1d.

Initially, we addressed whether the anounts collected by the
taxpayer would be taxable to himif he received themin a
nonpartner capacity as the result of the dissolution of the
partnership and where the anounts were clearly received under a
claimof right by virtue of the original agreenment and w t hout
restriction as to their disposition. 1d. at 678. W found that
if that were the case, the anbunts were clearly taxable to the
taxpayer. 1d. Next, we addressed whether, assum ng the anmounts
were partnership incone, the claimof-right doctrine applied. W
st at ed:

When a dispute arises over how nuch partnership

income a partner is entitled to, we do not believe that

section 702(c), or any other provision of subchapter K

changes the general principle that a taxpayer nust

include in inconme funds which he acquires under a claim

of right and without restriction as to their

di sposition. * * * [1d. at 679 (citing Estate of Kahr
v. Conm ssioner, supra at 934).]

We assunmed wi thout deciding that if the anbunts were partnership
incone taxable in part to the other partners, then those partners
woul d appear to have offsetting | osses, and the taxpayer woul d

still be considered as having incone to the full extent of the
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anounts collected. 1d. at 679. W did not render a hol ding as
to whether the other partners were relieved of their
responsibility of reporting their distributive shares of the
recei vabl es.

In the instant case, assum ng that the claimof-right
doctrine may apply in this situation, we are not convinced that
Russel |l acquired the proceeds fromthe grain sales under a claim
of right and wthout restriction as to their disposition. The
evi dence reflects, and we have found, that the grain sold in 1994
was partnership property. The evidence in the record reflects
that Melvin and Russell allowed each other to withdraw the
profits fromthe respective activity each brother primarily
conducted, not that each partner was entitled to dispose of the
income fromhis respective activity without restriction. Russel
testified that there was nothing to prevent Melvin fromwiting a
check on the BBP farm account and that if Melvin wanted sone
money fromthe farmng activity, then Russell would either wite
a check or Melvin would sign a note and Russell would pay the
note.?2 In the lawsuit, which included the dispute concerning
BBP, the estate sought to enforce its legal rights against
Russell to recover one-half of the farminconme. The estate also

originally claimed on its 1994 tax return that it was entitled to

2Additionally, the evidence in the record indicates that a
paynent of $73,181.24 was nmade to Jean Bal |l antyne on Cct. 18,
1994, from Bottineau for the sale of grain.
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a theft loss for one-half of the farmincome on the grounds that
Russel | enbezzled the incone. However, the estate dropped its
enbezzl ement cl ai m agai nst Russell in exchange for $2 million and
approxi mately one-half of the remaining partnership property, and
the estate has not argued, nor does the record establish, that
Russel | enbezzled the proceeds fromthe grain sales. Thus, we
hol d that Russell did not have a claimof right to the grain
sal es proceeds, and the estate is not relieved of its obligation
to report one-half of the grain sales for 1994 proceeds in its

gross incone for that year.?

ZEven if we were to find that Russell acquired the grain
sal e proceeds under a claimof right and without restriction as
to their disposition, it appears that the estate would still be
required to report the full amount of its 50-percent distributive
share in BBP. |In G pparone v. Conm ssioner, T.C Meno. 1985-234,
we st at ed:

Partners are taxable on the full anmount of their
distributive share even where a partner is unaware that
partnership i ncone has been earned, and anot her partner
has enbezzled it wthout his know edge. Comm Ssi oner
v. Estate of ol dberger, 213 F.2d 78 (3d Cir. 1954),
affg. in part and revg. in part sub nom Trounstine v.
Comm ssioner, 18 T.C. 1233 (1952); Stounen v.

Conmm ssioner, 208 F.2d 903 (3d Cir. 1953). This Court
has expressly foll owed ol dberger and Stounen in Beck
Chem cal Equi pnent Corp. v. Conm ssioner, 27 T.C. 840,
855-856 (1957).

We have already found that the grain sold in 1994 was partnership
property. Thus, because the estate’s distributive share was one-
half of all the partnership itens, it would have to include one-

half of the grain sales proceeds in gross incone. The estate has
not ot herw se argued or presented evidence in this proceeding to

establish that it is entitled to deduct one-half of the grain

sal es proceeds as a theft |oss.
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I[11. Distributions in Excess of Basis

Respondent argues that, to the extent that the grain sales
proceeds and ot her noney Russell received fromBBP in 1994
exceeded his adjusted basis in the partnership, Russell had
addi tional taxable incone. Russell maintains that he possessed
sufficient basis to withdraw the cash fromthe grain sales
wi thout incurring any additional tax liability.

As a prelimnary matter, we nust determ ne which party bears
t he burden of proof on this issue. Russell argues that the
noti ce of deficiency containing the adjustnent for grain incone
did not raise the issue of withdrawal in excess of basis as a
theory for increasing Russell’s gross inconme by $751, 988.

Russell maintains that this alternate theory was not tried by the
inplied consent of the parties. In the event the issue was tried
by the inplied consent of the parties, Russell contends that
resolution of the issue requires the presentation of evidence
that is different fromthat which would be necessary to resolve
the proper reporting of grain sales incone as between the estate
and Russel | .

Respondent recogni zes that this issue was not expressly
raised in the notice of deficiency. On brief, respondent states:

Al t hough not expressly set forth in the notice of
deficiency, this argunent is an additional ground for

the $751, 988. 29 adjustnment to Russell Ballantyne's

taxable income in 1994. It was addressed by both

respondent and Russell Ballantyne in the parties’ trial
menor anda and evi dence applicable to the argunent was
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presented at trial. Thus, even if not specifically

raised in the pleadings, the matter has been tried by

the inplied consent of the parties. T.C Rule 41(b).

Rul e 41(b) states that “Wen issues not raised by the
pl eadings are tried by express or inplied consent of the parties,
they shall be treated in all respects as if they had been raised
in the pleadings.” In the instant case, respondent admts that
the i ssue of whether Russell w thdrew cash in excess of his basis
was not specifically raised in the pleadings. However, the
evidence reflects that both parties were aware, before trial,
t hat respondent was pursuing this alternative argunent.
Respondent alleges that, before trial, he repeatedly requested
information from Russell regarding his basis in BBP. This
all egation is supported by respondent’s interrogatories to
Russel | which requested information necessary to cal cul ate
Russell’s basis in BBP during the years in issue and by M.
Fel dmann’s testinony at trial that an agent of respondent brought
up the issue of Russell’s basis in BBP during the audit process.
Additionally, respondent’s trial nenorandum|ists one of the
issues in this case as:

Whet her Russell Ballantyne had additional incone in

1994 fromthe sale of grain in the anmount of

$751,988.00. Alternatively, whether Russell Ballantyne

received a distribution fromBBP in 1994 that exceeded

his basis in the partnership by $751, 988. 00.

Russell’s trial nmenorandum states that “Russell Ballantyne has

sufficient basis for his withdrawal of grain incone.” Russel
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al so provided a short analysis of |egal authorities governing the
determ nation of a partner’s basis. At trial, testinony was
elicited fromvarious witnesses as to Russell’s basis in BBP and
whet her he wi thdrew amobunts in excess of his basis. Finally,
both parties specifically addressed this issue in their opening
and reply briefs. Thus, we find that this issue was tried by the
inplied consent of the parties.

As a general rule, the Comm ssioner’s determ nation bears a
presunption of correctness, and the burden of proof rests with

t he taxpayer.? Rule 142(a); Wlch v. Helvering, 290 U S. 111

115 (1933). However, section 7522 requires that a notice of
deficiency “describe the basis” for the tax deficiency. In
certain circunstances, the failure to “describe the basis” for
the tax deficiency results in the raising of a new matter under

Rul e 142(a). Shea v. Conm ssioner, 112 T.C 183, 197 (1999);

Wayne Bolt & Nut Co. v. Conm ssioner, 93 T.C. 500, 507 (1989).

In Shea v. Commi ssioner, supra at 197, we st ated:

We have previously held that new matter is raised
when the basis or theory on which the Comm ssi oner
relies was not stated or described in the notice of
deficiency and the new theory or basis requires the
presentation of different evidence. Wayne Bolt & Nut
Co. v. Commi ssioner, 93 T.C. at 507. This rule for
determ ni ng whether a new matter has been raised by the
Comm ssioner is consistent with, and supported by, the
statutory requirenent that the notice of deficiency

24As we noted earlier, it has not been established that the
exam nation of Russell and C arice began after July 22, 1998, or
that sec. 7491 applies. See supra note 14.
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“descri be the basis” for the Comm ssioner’s

determnation. This rule also provides a reasonable

met hod for enforcing the requirenents of section 7522.

[Fn. ref. omtted.]

We then held that where the notice of deficiency fails to
descri be the basis on which the Conm ssioner relies to support a
deficiency determ nation and that basis requires the presentation
of evidence that is different fromthat which woul d be necessary
to resolve the determ nations described in the notice of
deficiency, the burden of proof will be placed on the

Commi ssioner with respect to that issue. 1d.

In the instant case, the notice of deficiency increased
Russell and Clarice’'s gross inconme for 1994 by $751, 988.
Respondent identified this adjustnent under the headi ng “ORDI NARY
| NCOVE (WHI PSAW ” and expl ai ned that “W have adjusted your gross
i ncone to include anounts received for grain incone for
$751,988.00 in 1994.” No further explanation was provided
regardi ng the reason for including the additional anobunt in gross
inconme. In their petition, Russell and Clarice alleged that
respondent “erroneously included within the taxpayers’ gross
incone grain income in the anount of $751,988 for the tax year
1994". In his answer, respondent denied this allegation but did
not el aborate on the reason for the inclusion of the additional
anount in gross inconme. Thus, neither the notice of deficiency

nor respondent’s answer to Russell and Clarice’'s petition

describes distributions in excess of basis as respondent’s reason
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for increasing gross incone. |Indeed, respondent acknow edges on
brief that the distributions in excess of basis theory was not
set forth in the notice of deficiency. The evidence in the
record denonstrates that the adjustnment in the notice of
deficiency was based on respondent’s whi psaw position that
Russell should have reported all the grain sales proceeds in
i ncone because the grain was solely Russell’s property, not
partnership property. |In the instant case, the determ nation of
whet her the grain sold in 1994 was Russell’s sole property is not
dependent on, and does not require a determ nation of, the anmount
of Russell’s basis in his partnership interest. The evidence
necessary to establish Russell’s basis in his partnership
interest is different fromthe evidence necessary to establish
that the grain sold in 1994 was solely Russell’s property.
Accordi ngly, respondent bears the burden of proof on this issue.

Shea v. Conmi ssioner, supra at 197; Wayne Bolt & Nut Co. V.

Conmi ssi oner, supra at 507.

Section 731(a) defines the circunstances under which a
partner recognizes gain or loss frompartnership distributions.
In the case of a distribution by a partnership to a partner, gain
is recognized only to the extent that any noney distributed
exceeds the adjusted basis of a partner’s interest in the
partnership imedi ately before the distribution. Sec. 731(a)(1);

Jacobson v. Conm ssioner, 96 T.C. 577, 584 (1991), affd. 963 F. 2d
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218 (8th Cr. 1992). Any gain recognized under section 731(a) is
considered as gain fromthe sale or exchange of the partnership

interest of the distributee partner. Sec. 731(a); P.D.B. Sports,

Ltd. v. Comm ssioner, 109 T.C 423, 441 (1997). In the case of a

sal e or exchange of an interest in a partnership, gain recognized
to the transferor partner is generally treated as gain fromthe

sal e or exchange of a capital asset. Sec. 741; Col onnade Condo.,

Inc. v. Conmmi ssioner, 91 T.C 793, 814 (1988).

Section 722 provides that the basis of a partnership
i nterest acquired by contribution of property, including noney,
is “the amobunt of such noney and the adjusted basis of such
property to the contributing partner at the tinme of the
contribution”. For purposes of section 722, a contribution of
nmoney includes “Any increase in a partner’s share of the
liabilities of a partnership, or any increase in a partner’s
individual liabilities by reason of the assunption by such
partner of partnership liabilities”. Sec. 752(a). Section
705(a) provides the general rule for determ ning the adjusted
basis of a partner’s interest as determ ned under section 722.
In rel evant part, section 705(a) provides that the adjusted basis
of a partner’s interest in a partnership is the basis determ ned
under section 722 (1) increased by the partner’s distributive
share of partnership incone for the tax year and prior years and

(2) decreased (but not bel ow zero) by distributions fromthe
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partnership under section 733 and by his distributive share of
partnership | osses for the tax year and prior years. Section 733
provides that, in the case of a distribution by a partnership to
a partner other than in liquidation of a partner’s interest, the
adj usted basis of the partner is reduced by the anount of noney
distributed to that partner. Additionally, any decrease in a
partner’s share of the liabilities of a partnership is considered
a distribution of noney to the partner by the partnership. Sec.
752(b) .

Respondent clains that BBP maintai ned i nadequat e accounti ng
records and that there is no direct evidence establishing each
partner’s basis in BBP. Respondent argues that in a situation
such as this one, it is appropriate to apply the alternative rule
set forth in the regul ati ons under section 705 to determ ne
Russell’s adjusted basis in his partnership interest.

Section 705(b) grants the Secretary the authority to
prescri be regul ati ons under which the adjusted basis of a
partner’s interest in a partnership may be determ ned by
reference to his proportionate share of the adjusted basis of
partnership property upon a term nation of the partnership.
Section 1.705-1(b), Incone Tax Regs., provides that “the adjusted
basis of a partner’s interest in a partnership may be determ ned
by reference to the partner’s share of the adjusted basis of

partnership property which woul d be distributable upon
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termnation of the partnership.” This alternative rule may be
used in circunstances where a partner cannot practicably apply
the general rule set forth in section 705(a) and section 1.705-
1(a), Income Tax Regs., or where, froma consideration of all the
facts, the Comm ssioner reasonably concludes that the result wll
not vary substantially fromthe result obtai nable under the
general rule. Sec. 1.705-1(b), Inconme Tax Regs. Were the
alternative rule is used, certain adjustnments nmay be necessary in
order to ensure the proper determ nation of the adjusted basis of
a partner’s interest in a partnership. 1d.

In the instant case, BBP was formed in 1943. The records of
t he partnership do not show the anmount of cash contri butions, or
the basis in property contributed by Melvin or Russell to BBP
Additionally, a calculation of the distributions made to each
partner cannot be nmade. The partnership tax returns in the
record cover only the years 1980 through 1994. Under these
circunstances, it is appropriate for respondent to apply the
alternative rule set forth in section 1.705-1(b), Incone Tax
Regs., in order to attenpt to establish Russell’s adjusted basis
in his 50-percent partnership interest.

Respondent points out that BBP reported that the total
assets and total liabilities of the partnership at both the
begi nning and the end of the taxable year 1994 were “None”.

Addi tionally, respondent notes that BBP's 1994 return reported
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that Russell’s capital account had a bal ance of zero at both the
begi nning and the end of the taxable year. The Schedule K-1
attached to the 1994 Form 1065 listed the anpbunts in Melvin's and
Russell’ s capital accounts at the beginning and end of the
taxabl e year as “0". Russell signed BBP' s 1994 tax return.
Respondent clains that Russell should not be lightly relieved of
the sworn representations he nade in BBP's 1994 tax return.

M . Fel dmann expl ained that the word “None” that was |isted
on BBP s tax returns for total assets and total liabilities for
1993 and 1994 did not nean that there were zero assets and
l[tabilities; rather the word “None” was the default position
generated by the conputer software he used when no entry was
made. Likew se, M. Feldmann testified that the anmount “zero”
for the capital accounts was al so a default position when no
entry was made. M. Feldmann testified that he left these areas
bl ank because he did not have the information necessary to fil
in these areas on the tax returns. M. Feldmann expl ai ned t hat
had he nade an entry, he would have put “not avail able” or
“information not available” in order to reflect the fact he did
not have the necessary information. BBP s records were not
mai ntai ned in a manner sufficient to determ ne the partnership’s

assets and liabilities.?® Consequently, M. Feldmann did not

W note that the estate clained in its original and
anended returns for the taxable year 1995 that as of the date of
(continued. . .)
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have the necessary information to provide specific anobunts when
he prepared BBP's tax returns. However, the fact that the
partnership returns failed to report specific anpunts of assets
and liabilities does not nean that Russell did not have a
positive basis in his partnership interest. It is evident that
the partnership returns are incorrect, and respondent cannot rely
upon themto neet his burden.

At trial, Russell introduced two | oan statenents addressed
to BBP. The first statenent, from FCS of NW North Dakot a,
reflects an operating loan with a principal bal ance of
$678, 860. 67 as of January 1, 1994, and $649, 537.49 as of Decenber
31, 1994. The second statenent, fromthe First Bank M not,
reflects a loan with a bal ance of $157,803.26 as of March 31,
1994. Russell clainms that these |oans reflect a basis of at
| east one-half of the conbined | oan bal ances, or $403, 670,
because he obligated hinself for the partnership debt.? Russel
clainms that he had additional basis as a result of certain
adj ustnments contained in the notice of deficiency. Russell also

contends that Melvin wi thdrew nore noney from BBP over the years

25(...continued)
Melvin’s death, the assets of BBP “consisted of cash, narketable
securities, notes receivable, oil and gas properties, office
furniture and fixtures, farminventory, seed, buildings and
equi pnent having a fair market val ue of $1,463,019.”

26At trial, Russell and M. Feldmann testified that these
| oans were fully paid in 1998, one-half by Russell and one-half
by a limted partnership fornmed for Melvin's children.
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than he did and that this supports his argunents that Russell had
sufficient basis in BBP in 1994 to avoid being taxed on the
anounts distributed in excess of his distributive share.

Finally, Russell relies on M. Feldmann’s testinony that he had
wi t hdrawn consi derably | ess noney from BBP than Ml vin had and
that Russell would have had a positive basis after receiving the
grain sales proceeds in 1994.

Respondent argues that Russell has not shown that the basis
inputed to his partnership interest fromthe liabilities still
existed in 1994 or had not been used up by prior distributions.
Respondent clains that intervening events |ikely affected
Russell’s basis in BBP and that the existence of the | oans does
not establish that Russell had any basis in BBP. Respondent
contends that as a result of partnership adjustnents proposed to
Russel |l and settled for 1993 and 1994, Russell’s basis in the
partnership woul d have increased at nost by $143,203. However,
respondent clains that without further information as to prior
distributions nmade to Russell, it cannot be determ ned that
Russel |l had sufficient basis in BBP to wwthdraw the entire grain
proceeds in 1994 as a tax-free distribution. Respondent clains
that M. Feldmann’s testinony that he was aware of the two | oans
is inconsistent with his preparation of BBP s 1994 return in
whi ch each partner’s capital account was reported as being zero

at both the beginning and the end of 1994. Finally, respondent
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contends that any basis Russell had in his partnership interest
as of January 1, 1994, woul d have been rapidly depleted by the
partners’ distribution of assets in anticipation of Melvin's
deat h.

At trial, both Russell and M. Feldmann testified that
Russell had w thdrawn considerably | ess noney than Melvin had
fromBBP. M. Feldmann testified that he was aware of the two
| oans totaling approximtely $800, 000 and t hat he believed that
Russell paid off one-half of the debt sonetinme after Melvin’'s
death. M. Feldmann testified that he attenpted to cal cul ate
Russell’s basis in BBP, and, although he could not determ ne a
specific anmount, he believed that Russell had a positive basis in
BBP after receiving the grain sales proceeds in 1994.

BBP' s records are insufficient to determ ne each partner’s
relative capital contributions and the anount of distributions
made to each partner over the life of the partnership. The
evidence in the record reflects that, during BBP s existence,
Mel vin and Russell generally allowed each other to withdraw the
profits fromthe respective activities they conducted, and, at
| east for the years 1980 through 1994, the oil and gas activity
was nore profitable overall than the farmng activity. The
partnership tax returns and the fact that Ml vin and Russel
generally kept the profits fromtheir respective activities

support Russell’s and M. Feldman’s testinony that, with respect
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to the anounts withdrawn or distributed from BBP over the
exi stence of the partnership, Melvin w thdrew nore noney fromthe
partnership than Russell did. Overall, the evidence supports
Russell’s argunent that he had a positive basis in his
partnership interest in 1994 after receiving the grain sales
pr oceeds.

It is respondent’s burden to prove that Russell received
distributions fromBBP in excess of his basis in his partnership

i nterest. See Shea v. Commi ssioner, 112 T.C. at 197; Wayne Bolt

& Nut Co. v. Conmm ssioner, 93 T.C. at 507. After review ng al

the evidence in the record, including Russell’s and M.

Fel dmann’s testinmony on the issue and the effect of the

stipul ated adjustnents on Russell’s basis, we conclude that
respondent has failed to establish that Russell received noney
fromBBP in 1994 in excess of his basis in his partnership
interest. Accordingly, we hold for Russell on this issue.

|'V. Accuracy-Related Penalties for 1994 and 1995

In the notice of deficiency, respondent determ ned that
Russell and Clarice were liable for the accuracy-rel ated
penal ti es pursuant to section 6662(a) on the portions of their
under paynents attri butable to the foll ow ng adjustnents contai ned

in the notice of deficiency:
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Anpunt of Adj ust nent

Adj ust nent 1994 1995
Schedul e E - depletion $51, 627 $101, 923
Ordi nary i ncone 751, 988 --
Canadi an royal ty -- 56, 504
Schedul e C - production tax -- 5, 353
Schedule C - 1DC -- 97, 790
Schedul e C - depletion -- 53, 067

Respondent subsequently conceded the Canadi an royalty adj ustnent.
Russel |l and C arice conceded the Schedule C and Schedule E
adjustnments. Qur decision on the ordinary incone adjustnent is
in Russell and Clarice’s favor. Consequently, we nust decide
whet her Russell and Clarice are liable for the accuracy-rel ated
penalties with respect to the Schedule C and Schedul e E

adj ust nent s.

Section 6662(a) inposes a penalty equal to 20 percent of the
portion of an underpaynent of tax attributable to a taxpayer’s
negli gence, disregard of rules or regulations, or substanti al
under statenent of inconme tax. Sec. 6662(a), (b)(1), and (2).
“Negl i gence” has been defined as the failure to do what a
reasonabl e and ordinarily prudent person would do under the

circunstances. Neely v. Conm ssioner, 85 T.C. 934, 947 (1985).

The term “di sregard” includes any carel ess, reckless, or
intentional disregard of rules or regulations. Sec. 6662(c). An
understatenent is “substantial” if it exceeds the greater of

$5, 000 or 10 percent of the tax required to be shown on the
return. Sec. 6662(d)(1) and (2). The Comm ssioner’s

determ nation that a taxpayer was negligent is presunptively
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correct, and the burden is on the taxpayer to show a | ack of

negligence. Hall v. Comm ssioner, 729 F.2d 632, 635 (9th Cr

1984), affg. T.C. Menp. 1982-337.7

Section 6664(c) provides an exception to the accuracy-
related penalty under section 6662(a). The exception applies if
it is shown that there was reasonabl e cause for the underpaynent
and that the taxpayer acted in good faith with respect to the
under paynment. Sec. 6664(c). The determ nation of whether a
t axpayer acted with reasonabl e cause and good faith is made on a
case-by-case basis, taking into account all the pertinent facts
and circunstances. Sec. 1.6664-4(b)(1), Inconme Tax Regs. The
extent of the taxpayer’'s effort to assess his proper tax
l[tability is the nost inportant factor. 1d.

Russell clains that he is not |iable for the section 6662(a)
penal ti es because he relied in good faith on the advice of his
accountant, M. Feldmann, and nost of the adjustnents relate to
oil and gas transactions which were handled by Melvin and his
famly. The accuracy-related penalty under section 6662(a) my
be avoided if the taxpayer shows reliance on the advice of a
pr of essi onal which was reasonable and in good faith. Sec.
1.6664-4(b) (1), Incone Tax Regs. Reasonable cause can be

established if a taxpayer can show reasonable reliance on the

2IAs previously noted, sec. 7491 does not apply in this
case. See supra note 14.
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advi ce of a conpetent and experienced accountant or attorney in

the preparation of the tax return. Wis v. Conmm ssioner, 94 T.C

473, 487 (1990); Giffin v. Comm ssioner, T.C. Meno. 2001-5. In

order to show good faith reliance, the taxpayer nust establish
that all necessary information was supplied to the return
preparer and that the incorrect return resulted fromthe

preparer’s mstakes. Wis v. Conmm ssioner, supra at 487; Pessin

v. Comm ssioner, 59 T.C 473, 489 (1972).

M. Fel dmann prepared BBP' s 1994 return and Russell and
Clarice’s 1994 and 1995 returns. In preparing the returns, M.
Fel dmann relied on information provided to himby Russell and his
famly and Melvin's famly. Wth respect to the oil and gas
activity conducted by BBP, M. Feldmann testified that he relied
on Fornms 1099-M SC, M scel | aneous | ncone, issued by oi
purchasers in determ ning incone and i nformation provided by
Carolyn in determ ning expenses. At trial, Russell testified
that he did not know anything about the information regarding the
oil and gas interests which were reported on his and Carice’s
1994 and 1995 returns because this informati on was provided to
M . Fel dmann by ot her persons.

Wth respect to the Schedul e E and Schedul e C depl etion
deductions for 1994 and 1995, M. Feldmann testified that he
erroneously conputed the anpbunts of these deductions and that the

errors were not a result of any action by Russell. M. Feldmann
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testified that he had the correct information to conpute the
anounts of the deductions, but he explained that the | aw
governi ng these deductions had changed in previous years and that
he had not updated hinmself on the change. Overall, the evidence
reflects that M. Feldmann was provided with all the necessary
information to conpute the correct anounts of the depletion
deductions for 1994 and 1995 and that the incorrect anmounts
reported on the returns were solely attributable to his failure
to apply the law correctly. Accordingly, we hold that Russel
and Clarice are not liable for the accuracy-rel ated penalties on
the portions of the underpaynents attributable to the depletion
deducti on adj ustnents.

For the taxable year 1995, Carolyn provided M. Fel dmann
with the information regarding IDCs paid by Russell in 1995. A
portion of the I DCs deducted by Russell in 1995 had actually been
reimbursed to himby Ballantyne G| and Gas, Inc., during that
year. M. Feldmann was not inforned that Russell had been
rei mbursed for approximately $97, 790 of those expenses, and he
did not account for the anpunt reinbursed when he conputed the
anount of the |IDC deduction. At trial, Russell acknow edged that
he knew that a portion of IDCs was sonetinmes rei nbursed | ater.
However, Russell clainmed that he would not have been aware of any
rei nbur senent because the anount reinbursed was automatically

deposited in his bank account, and he woul d not have received a
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check. Russell testified that he thought M. Fel dmann was aware
of any reinbursenents for the drilling costs when the oil and gas
i nformati on was provided to him

Russel | has not shown that there was reasonabl e cause for
t he under paynent attributable to the overstated | DC deduction and
that the he acted in good faith with respect to the underpaynent.
Russell was aware that a portion of IDCs mght be reinbursed to
him yet he did not take steps to inquire as to whether any
anount was reinbursed to himin 1995. |In the instant situation,
he cannot avoid his duty to file an accurate tax return by
pl acing the responsibility with Carolyn to provide M. Fel dmann
with the correct information regarding the anmount of | DCs.
Accordingly, we hold that Russell and Clarice are liable for the
accuracy-rel ated penalty on the portion of the underpaynent
attributable to the I DC adj ust nent.

Wth respect to the Schedul e C production tax deduction, M.
Fel dmann testified that he would have cal cul ated this based on
the information he received fromRussell’s famly or Melvin's
famly. Russell’s only claimwith respect to this adjustnent is
that he reasonably relied on the advice of M. Feldmann. He has
not shown that all necessary information was supplied to M.
Fel dmann and that the overstated deduction resulted from M.
Fel dmann’s m stake. Russell and C arice have not established

that they had reasonabl e cause or good faith with respect to this
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adj ustnent. Accordingly, we hold that Russell and Carice are
liable for the accuracy-related penalty on the portion of the

under paynent attributable to the production tax adjustnent.

Deci sions will be entered

under Rul e 155.




